§1.165-1

to be deductible as taxes to the extent
provided in this section, even in the
taxable year in which the owner actu-
ally purchases the real property from
the United States or any of its agen-
cies. However, the provisions of section
164(d) and §1.164-6 shall apply to a sale
of real property to which section 164(f)
and this section apply, if the seller is
other than the United States or any of
its agencies.

[T.D. 6500, 26 FR 11402, Nov. 26, 1960, as
amended by T.D. 6789, 29 FR 18147, Dec. 22,
1964]

§1.165-1 Losses.

(a) Allowance of deduction. Section
165(a) provides that, in computing tax-
able income under section 63, any loss
actually sustained during the taxable
year and not made good by insurance
or some other form of compensation
shall be allowed as a deduction subject
to any provision of the internal rev-
enue laws which prohibits or limits the
amount of the deduction. This deduc-
tion for losses sustained shall be taken
in accordance with section 165 and the
regulations thereunder. For the dis-
allowance of deductions for worthless
securities issued by a political party,
see §1.271-1.

(b) Nature of loss allowable. To be al-
lowable as a deduction under section
165(a), a loss must be evidenced by
closed and completed transactions,
fixed by identifiable events, and, ex-
cept as otherwise provided in section
165(h) and §1.165-11, relating to disaster
losses, actually sustained during the
taxable year. Only a bona fide loss is
allowable. Substance and not mere
form shall govern in determining a de-
ductible loss.

(c) Amount deductible. (1) The amount
of loss allowable as a deduction under
section 165(a) shall not exceed the
amount prescribed by §1.1011-1 as the
adjusted basis for determining the loss
from the sale or other disposition of
the property involved. In the case of
each such deduction claimed, there-
fore, the basis of the property must be
properly adjusted as prescribed by
§1.1011-1 for such items as expendi-
tures, receipts, or losses, properly
chargeable to capital account, and for
such items as depreciation, obsoles-
cence, amortization, and depletion, in
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order to determine the amount of loss
allowable as a deduction. To determine
the allowable loss in the case of prop-
erty acquired before March 1, 1913, see
also paragraph (b) of §1.10563-1.

(2) The amount of loss recognized
upon the sale or exchange of property
shall be determined for purposes of sec-
tion 165(a) in accordance with §1.1002-1.

(3) A loss from the sale or exchange
of a capital asset shall be allowed as a
deduction under section 165(a) but only
to the extent allowed in section 1211
(relating to limitation on capital
losses) and section 1212 (relating to
capital loss carrybacks and
carryovers), and in the regulations
under those sections.

(4) In determining the amount of loss
actually sustained for purposes of sec-
tion 165(a), proper adjustment shall be
made for any salvage value and for any
insurance or other compensation re-
ceived.

(d) Year of deduction. (1) A loss shall
be allowed as a deduction under section
165(a) only for the taxable year in
which the loss is sustained. For this
purpose, a loss shall be treated as sus-
tained during the taxable year in which
the loss occurs as evidenced by closed
and completed transactions and as
fixed by identifiable events occurring
in such taxable year. For provisions re-
lating to situations where a loss attrib-
utable to a disaster will be treated as
sustained in the taxable year imme-
diately preceding the taxable year in
which the disaster actually occurred,
see section 165(h) and §1.165-11.

(2)(1) If a casualty or other event oc-
curs which may result in a loss and, in
the year of such casualty or event,
there exists a claim for reimbursement
with respect to which there is a reason-
able prospect of recovery, no portion of
the loss with respect to which reim-
bursement may be received is sus-
tained, for purposes of section 165,
until it can be ascertained with reason-
able certainty whether or not such re-
imbursement will be received. Whether
a reasonable prospect of recovery ex-
ists with respect to a claim for reim-
bursement of a loss is a question of fact
to be determined upon an examination
of all facts and circumstances. Whether
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or not such reimbursement will be re-
ceived may be ascertained with reason-
able certainty, for example, by a settle-
ment of the claim, by an adjudication
of the claim, or by an abandonment of
the claim. When a taxpayer claims that
the taxable year in which a loss is sus-
tained is fixed by his abandonment of
the claim for reimbursement, he must
be able to produce objective evidence of
his having abandoned the claim, such
as the execution of a release.

(ii) If in the year of the casualty or
other event a portion of the loss is not
covered by a claim for reimbursement
with respect to which there is a reason-
able prospect of recovery, then such
portion of the loss is sustained during
the taxable year in which the casualty
or other event occurs. For example, if
property having an adjusted basis of
$10,000 is completely destroyed by fire
in 1961, and if the taxpayer’s only claim
for reimbursement consists of an insur-
ance claim for $8,000 which is settled in
1962, the taxpayer sustains a loss of
$2,000 in 1961. However, if the tax-
payer’s automobile is completely de-
stroyed in 1961 as a result of the neg-
ligence of another person and there ex-
ists a reasonable prospect of recovery
on a claim for the full value of the
automobile against such person, the
taxpayer does not sustain any loss
until the taxable year in which the
claim is adjudicated or otherwise set-
tled. If the automobile had an adjusted
basis of $5,000 and the taxpayer secures
a judgment of $4,000 in 1962, $1,000 is de-
ductible for the taxable year 1962. If in
1963 it becomes reasonably certain that
only $3,500 can ever be collected on
such judgment, $500 is deductible for
the taxable year 1963.

(iii) If the taxpayer deducted a loss in
accordance with the provisions of this
paragraph and in a subsequent taxable
year receives reimbursement for such
loss, he does not recompute the tax for
the taxable year in which the deduc-
tion was taken but includes the
amount of such reimbursement in his
gross income for the taxable year in
which received, subject to the provi-
sions of section 111, relating to recov-
ery of amounts previously deducted.

(3) Any loss arising from theft shall
be treated as sustained during the tax-
able year in which the taxpayer dis-
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covers the loss (see §1.165-8, relating to
theft losses). However, if in the year of
discovery there exists a claim for reim-
bursement with respect to which there
is a reasonable prospect of recovery, no
portion of the loss with respect to
which reimbursement may be received
is sustained, for purposes of section 165,
until the taxable year in which it can
be ascertained with reasonable cer-
tainty whether or not such reimburse-
ment will be received.

(4) The rules of this paragraph are ap-
plicable with respect to a casualty or
other event which may result in a loss
and which occurs after January 16,
1960. If the casualty or other event oc-
curs on or before such date, a taxpayer
may treat any loss resulting therefrom
in accordance with the rules then ap-
plicable, or, if he so desires, in accord-
ance with the provisions of this para-
graph; but no provision of this para-
graph shall be construed to permit a
deduction of the same loss or any part
thereof in more than one taxable year
or to extend the period of limitations
within which a claim for credit or re-
fund may be filed under section 6511.

(e) Limitation on losses of individuals.
In the case of an individual, the deduc-
tion for losses granted by section 165(a)
shall, subject to the provisions of sec-
tion 165(c) and paragraph (a) of this
section, be limited to:

(1) Losses incurred in a trade or busi-
ness;

(2) Losses incurred in any trans-
action entered into for profit, though
not connected with a trade or business;
and

(3) Losses of property not connected
with a trade or business and not in-
curred in any transaction entered into
for profit, if such losses arise from fire,
storm, shipwreck, or other causalty, or
from theft, and if the loss involved has
not been allowed for estate tax pur-
poses in the estate tax return. For ad-
ditional provisions pertaining to the
allowance of casualty and theft losses,
see §§1.1656-7 and 1.165-8, respectively.

For special rules relating to an elec-
tion by a taxpayer to deduct disaster
losses in the taxable year immediately
preceding the taxable year in which the
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disaster occurred, see section 165(h)
and §1.165-11.

[T.D. 6500, 256 FR 11402, Nov. 26, 1960, as
amended by T.D. 6735, 29 FR 6493, May 19,
1964; T.D. 6996, 3¢ FR 835, Jan. 18, 1969; T.D.
7301, 39 FR 963, Jan. 4, 1974; T.D. 7522, 42 FR
63411, Dec. 16, 1977]

§1.165-2 Obsolescence of mnondepre-
ciable property.

(a) Allowance of deduction. A loss in-
curred in a business or in a transaction
entered into for profit and arising from
the sudden termination of the useful-
ness in such business or transaction of
any nondepreciable property, in a case
where such business or transaction is
discontinued or where such property is
permanently discarded from use there-
in, shall be allowed as a deduction
under section 165(a) for the taxable
year in which the loss is actually sus-
tained. For this purpose, the taxable
year in which the loss is sustained is
not necessarily the taxable year in
which the overt act of abandonment, or
the loss of title to the property, occurs.

(b) Exceptions. This section does not
apply to losses sustained upon the sale
or exchange of property, losses sus-
tained upon the obsolescence or worth-
lessness of depreciable property, cas-
ualty losses, or losses reflected in in-
ventories required to be taken under
section 471. The limitations contained
in sections 1211 and 1212 upon losses
from the sale or exchange of capital as-
sets do not apply to losses allowable
under this section.

(c) Cross references. For the allowance
under section 165(a) of losses arising
from the permanent withdrawal of de-
preciable property from use in the
trade or business or in the production
of income, see §1.167(a)-8. For provi-
sions respecting the obsolescence of de-
preciable property, see §1.167(a)-9. For
the allowance of casualty losses, see
§1.165-7.

§1.165-3 Demolition of buildings.

(a) Intent to demolish formed at time of
purchase. (1) Except as provided in sub-
paragraph (2) of this paragraph, the fol-
lowing rule shall apply when, in the
course of a trade or business or in a
transaction entered into for profit, real
property is purchased with the inten-
tion of demolishing either immediately
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or subsequently the buildings situated
thereon: No deduction shall be allowed
under section 165(a) on account of the
demolition of the old buildings even
though any demolition originally
planned is subsequently deferred or
abandoned. The entire basis of the
property so purchased shall, notwith-
standing the provisions of §1.167(a)-5,
be allocated to the land only. Such
basis shall be increased by the net cost
of demolition or decreased by the net
proceeds from demolition.

(2)(1) If the property is purchased
with the intention of demolishing the
buildings and the buildings are used in
a trade or business or held for the pro-
duction of income before their demoli-
tion, a portion of the basis of the prop-
erty may be allocated to such buildings
and depreciated over the period during
which they are so used or held. The
fact that the taxpayer intends to de-
molish the buildings shall be taken
into account in making the apportion-
ment of basis between the land and
buildings under §1.167(a)-5. In any
event, the portion of the purchase price
which may be allocated to the build-
ings shall not exceed the present value
of the right to receive rentals from the
buildings over the period of their in-
tended use. The present value of such
right shall be determined at the time
that the buildings are first used in the
trade or business or first held for the
production of income. If the taxpayer
does not rent the buildings, but uses
them in his own trade or business or in
the production of his income, the
present value of such right shall be de-
termined by reference to the rentals
which could be realized during such pe-
riod of intended use. The fact that the
taxpayer intends to rent or use the
buildings for a limited period before
their demolition shall also be taken
into account in computing the useful
life in accordance with paragraph (b) of
§1.167(a)-1.

(ii) Any portion of the purchase price
which is allocated to the buildings in
accordance with this subparagraph
shall not be included in the basis of the
land computed under subparagraph (1)
of this paragraph, and any portion of
the basis of the buildings which has not
been recovered through depreciation or
otherwise at the time of the demolition
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